Proposed statement on auditing standards : the communication of control-structure related matters noted in an audit;Communication of control-structure related matters noted in an audit; Exposure draft (American Institute of Certified Public Accountants), 1987, Feb. 14 by American Institute of Certified Public Accountants. Auditing Standards Board
University of Mississippi
eGrove
Statements of Position American Institute of Certified Public Accountants(AICPA) Historical Collection
1987
Proposed statement on auditing standards : the
communication of control-structure related matters
noted in an audit;Communication of control-
structure related matters noted in an audit;
Exposure draft (American Institute of Certified
Public Accountants), 1987, Feb. 14
American Institute of Certified Public Accountants. Auditing Standards Board
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_sop
Part of the Accounting Commons, and the Taxation Commons
This Book is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Statements of Position by an authorized administrator of eGrove. For more information, please contact
egrove@olemiss.edu.
Recommended Citation
American Institute of Certified Public Accountants. Auditing Standards Board, "Proposed statement on auditing standards : the
communication of control-structure related matters noted in an audit;Communication of control-structure related matters noted in an
audit; Exposure draft (American Institute of Certified Public Accountants), 1987, Feb. 14" (1987). Statements of Position. 498.
https://egrove.olemiss.edu/aicpa_sop/498
EXPOSURE DRAFT 
PROPOSED STATEMENT ON 
AUDITING STANDARDS 
THE COMMUNICATION OF 
CONTROL-STRUCTURE RELATED MATTERS 
NOTED IN AN AUDIT 
FEBRUARY 14, 1987 
Prepared by the AICPA Audit ing Standards Board 
For comment from persons interested in audit ing and reporting 
Comments should be received by July 15, 1987, and addressed to 
AICPA Audit ing Standards Division, File 4285 
1211 Avenue of the Americas, New York, N.Y. 10036-8775 
SUMMARY 
Why Issued 
Management, audit committees, and others responsible for internal control in an entity have indicated 
that they have difficulty understanding the auditor's report on material weaknesses in internal control 
identified in a financial statement audit. These users, and many auditors, also have indicated that the 
concept of a material weakness in internal control is ambiguous and, therefore, difficult to apply in prac-
tice. They also believe that because the concept relates only to material misstatements of financial state-
ments, some significant internal control deficiencies may not be reported. This proposed statement on 
auditing standards would clarify report language and replace the concept of material weakness in inter-
nal control with a broader, more operational concept of reportable internal control conditions. 
What It Does 
This Statement supersedes SAS No. 20, Required Communication of Material Weaknesses in Internal 
Accounting Control, and sections of SAS No. 30, Reporting on Internal Accounting Control. 
Specifically, the Statement— 
• Defines a reportable condition as significant deficiencies in the design or functioning of the control 
structure that could adversely affect the entity's ability to report financial data consistent with financial 
statement assertions. 
• Requires the auditor to communicate reportable conditions observed in an audit to the audit commit-
tee or its equivalent. 
• Permits communication of reportable conditions to be made orally or in writing. 
• Establishes report language requirements when communications are made in writing and provides 
examples of reports. 
• Recognizes that agreed-upon criteria may be established for reporting matters other than those that 
meet the definition of a reportable condition. 
How It Differs From Existing Standards 
This Statement— 
• Replaces the concept of material weaknesses with the concept of reportable conditions when report-
ing on internal control as part of a financial statement audit. 
• Changes the guidance for communications made in writing by— 
1. Deleting the reference to the limited purpose of a study and evaluation of internal control in an 
audit. 
2. Deleting the disclaimer of an opinion on the system of internal control taken as a whole. 
This exposure draft has been sent to— 
• Practice offices of CPA firms. 
• Members of AICPA Council and technical committees. 
• State society and chapter presidents, directors, and 
committee chairmen. 
• Organizations concerned with regulatory, supervisory, or 
other public disclosure of financial activities. 
• Persons who have requested copies. 
A I C P A I 0 0 
A CENTURY Of PROGRESS 
IN ACCOUNTING 
1867 1987 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas, New York, NY 10036-8775, Telephone (212) 575-6200 
Telex:70-3396,Telecopier (212) 575-3846 
February 14, 1987 
Accompanying this letter is an exposure draft of a proposed statement on auditing standards titled 
The Communication of Control-Structure Related Matters Noted in an Audit. This Statement would super-
sede SAS No. 20, Required Communication of Material Weaknesses in Internal Accounting Control and 
paragraphs 47 through 53 of SAS No. 30, Reporting on Internal Accounting Control. 
This Statement is being proposed to address two problems concerning the auditor's responsibility to 
report material weaknesses in internal control identified in a financial statement audit. First, audit com-
mittees and other report users have indicated that the report language is difficult to understand. Second, 
these users, and some auditors, have indicated that the concept of a material weakness in internal control 
is ambiguous and difficult to use in practice. They also believe that because the concept is related solely to 
material misstatements of financial statements it may exclude significant internal control deficiencies 
that should be reported. 
SAS No. 20 requires the auditor to communicate to senior management and the Board of Directors or its 
audit committee material weaknesses in internal control identified during a financial statement audit. 
That SAS permits the communication to be either oral or written. When a written communication is used, 
paragraphs 47 through 53 of SAS No. 30 apply. Those paragraphs require that the auditor's report (1) 
indicate that it is for restricted use, (2) describe the limited purpose of a study and evaluation of internal 
control in a financial statement audit, and (3) disclaim an opinion on the system of internal control taken 
as a whole. 
The proposed Statement modifies these reporting requirements to improve the clarity of the report lan-
guage. The proposed Statement retains the requirement that the report indicate that it is for restricted 
use. However, the proposed Statement neither requires nor suggests that the report contain a description 
of the limited purpose of a study and evaluation of internal control or a disclaimer of opinion. 
Both SAS Nos. 20 and 30 define a material weakness in internal control as a condition in which the spe-
cific control procedures, or the degree of compliance with them, results in more than a relatively low risk 
that errors or irregularities in amounts that would be material in relation to the audited financial state-
ments may occur and not be detected. Because this definition refers only to specific control procedures, it 
is unclear whether it is intended to include control environment and accounting system deficiencies. In 
addition, because the definition relates solely to material misstatements of financial statements, it may 
exclude other significant control deficiencies that should be reported. 
To overcome these two problems, the proposed Statement replaces the concept of material weakness with 
the concept of reportable condition. A reportable condition relates to significant deficiencies in the design 
or functioning of the entity's control structure (control environment, accounting system, and control 
procedures) that could adversely affect the entity's ability to record, process, summarize, and report finan-
cial data consistent with management's assertions in the financial statements. This concept, therefore, 
includes the control environment and the accounting system as well as control procedures. It also is not 
limited solely to deficiencies regarding material amounts in the financial statements. The Appendix to the 
proposed Statement provides examples of reportable conditions. 
The proposed Statement substitutes the reportable condition concept for the material weakness concept 
only for communications that are based solely on the work done in a financial statement audit. Other 
engagements to report on an entity's system of internal control are not affected by the proposed 
Statement. 
Comments or suggestions on any aspect of this exposure draft will be appreciated. The Auditing Standards 
Board's consideration of responses will be helped if the comments refer to specific paragraphs and include 
supporting reasons for each suggestion or comment. 
In developing guidance, the Auditing Standards Board considers the relationship between the cost 
imposed and the benefits reasonably expected to be derived from audits. It also considers differences that 
the auditor may encounter in the audit of the financial statements of small businesses and, when appro-
priate, makes special provisions to meet those needs. Thus, the board would particularly appreciate com-
ments on those matters. 
Written comments on the exposure draft will become part of the public record of the Auditing Standards 
Division and will be available for public inspection at the offices of the AICPA after August 17,1987, for 
one year. Responses should be sent to the AICPA Auditing Standards Division, Pile 4285, in time to be 
received by July 15, 1987. For convenience in responding, a perforated response form is attached and a 
postpaid return envelope is provided with this exposure draft. 
Jerry D. Sullivan 
Chairman 
Auditing Standards Board 
Dan M. Guy 
Vice President, Auditing 
Sincerely, 
PROPOSED STATEMENT ON AUDITING STANDARDS 
THE COMMUNICATION OF CONTROL-STRUCTURE RELATED MATTERS 
NOTED IN AN AUDIT 
1. This Statement provides guid-
ance in identifying and reporting 
conditions observed during an audit 
relating to an entity's control struc-
ture. It is contemplated that the com-
munication would generally be to the 
audit committee or to individuals 
with a level of authority and responsi-
bility equivalent to an audit commit-
tee in organizations that do not have 
one, such as the board of directors, 
the board of trustees, an owner in an 
owner-managed enterprise, or others 
who may have engaged the auditor. 
For the purpose of this Statement, 
the term audit committee will be 
used to refer to the appropriate recip-
ient of the communication. This 
Statement also provides guidance on 
establishing, between the auditor 
and client, agreed-upon criteria for 
identifying and reporting additional 
matters beyond those established as 
required by this Statement. 
REPORTABLE CONDITIONS 
2. In the course of an audit, the 
auditor often becomes aware of mat-
ters relating to the control structure 
that should be of interest to the audit 
committee.1 The matters that this 
Statement requires for reporting to 
the audit committee are referred to 
as reportable conditions.2 Specifi-
cally, these are matters coming to the 
auditor's attention that in his judg-
ment represent significant deficien-
cies in the design or functioning of 
1
 The auditor should also include or consider 
matters coming to his attention relating to 
interim reporting outside the entity in the 
communication contemplated by this State-
ment. 
2
 The concept of reportable conditions will 
replace material weaknesses when reporting 
on internal accounting control is based solely 
on a study and evaluation made as part of an 
audit. Engagements to report on an entity's 
system of internal accounting control are not 
affected. Accordingly, this Statement super-
sedes SAS No. 20, Required Communication 
of Material Weaknesses in Internal Account-
ing Control, SAS No. 30, Reporting on Inter-
nal Accounting Control, paragraphs 47 
through 53, and amends or supersedes audit-
ing interpretations of related SASs. 
the control structure, that could 
adversely affect the organization's 
ability to record, process, summa-
rize, and report financial data consis-
tent with the assertions of manage-
ment in the financial statements. 
Such deficiencies may involve 
aspects of (a). the control environ-
ment, (b) the accounting system, or 
(c) specific control procedures. (See 
the Appendix for examples of report-
able conditions.) Some of the items 
noted by the auditor may not meet 
the test of reportable conditions as 
defined; however, the auditor may 
choose to communicate such matters 
for the benefit of management. 
3. The auditor's objective in the 
audit of financial statements is to 
form an opinion on the entity's finan-
cial statements as a whole. The audi-
tor may become aware of possible 
reportable conditions through con-
sideration of aspects of the control 
structure (see the proposed state-
ment on auditing standards The 
Auditor's Responsibility for Assess-
ing Control Risk), application of audit 
procedures to balances and transac-
tions, or otherwise during the course 
of the audit. The auditor's awareness 
of reportable conditions will vary 
with each audit and will be influ-
enced by the nature and extent of 
audit procedures and numerous 
other factors, such as an entity's size, 
its complexity, and the nature and 
diversity of its business activities. 
4. While conducting an examina-
tion in accordance with generally 
accepted auditing standards, the 
auditor may become aware of matters 
relating to the control structure; 
however, the auditor's obligation to 
communicate control-s t ructure 
related matters is incident to the 
audit and is limited to those matters 
noted that in the auditor's judgment 
are to be deemed reportable condi-
tions. 
5. W h e t h e r ma t t e r s no ted 
should be considered sufficiently sig-
nificant to be reported under this 
Statement is a matter of the auditor's 
judgment. In making this judgment, 
the auditor should take into consider-
ation various factors relating to the 
entity, such as its size, complexity 
and diversity of activities, organiza-
tional structure, and ownership char-
acteristics. 
6. The existence of reportable 
conditions related to control-struc-
ture design may already be known, 
and in fact may represent a conscious 
decision by management—a decision 
of which the audit committee is 
aware—to accept that degree of risk 
for cost or other considerations. It is 
the responsibility of management to 
make the decisions concerning costs 
to be incurred and related benefits. 
Provided the audit committee has 
acknowledged its understanding and 
consideration of such deficiencies 
and the associated risks, the auditor 
may decide that the matter need not 
be reported. In such circumstances it 
would be inappropriate to report that 
there are no reportable conditions 
such as included in the examples in 
paragraph 14. 
AGREED-UPON CRITERIA 
7. The auditor and client may 
discuss the control structure and con-
cerns over its functioning in making 
arrangements for the audit. Clients 
may request the auditor to be alert to 
matters and to report conditions that 
go beyond those contemplated by 
this Statement. The auditor is not 
precluded from reporting matters he 
views to be of value to management 
in the absence of any specific request 
to do so. 
8. Agreed-upon arrangements 
between the auditor and the client to 
report conditions noted may include, 
for example, the reporting of matters 
of less significance than provided for 
by this Statement, the existence of 
conditions specified by the client, or 
the results of further investigation of 
matters noted to identify underlying 
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causes. Under these arrangements, it 
is possible that the auditor will be 
requested to visit specific locations, 
assess specific control procedures, or 
undertake specific auditing proce-
dures not otherwise planned. 
REPORTING—FORM AND 
CONTENT 
9. Conditions noted by the audi-
tor that are considered reportable 
under this Statement or that are the 
result of agreement with the client 
preferably should be repor ted in 
writing. If information is communi-
cated orally, the auditor should docu-
ment the communication by appro-
priate memoranda or notations in the 
. working papers. 
10. The report should include an 
appropriate caveat that the commu-
nication is intended solely for the 
information and use of the audit com-
mittee, management, and others in 
the organization. When there are 
requirements established by govern-
mental authorities to furnish such 
reports, specific reference to such 
regulatory authorities may be made. 
11. The following is an illustra-
tion of the sections of a report encom-
passing the above considerations. 
In connection with our audit of the 
financial statements of the ABC Corpo-
ration for the year ended December 
31, 19XX, we noted certain matters 
involving the control structure and its 
functioning that we consider to be 
reportable conditions under standards 
established by the American Institute 
of Certified Public Accountants. 
Reportable conditions involve matters 
coming to our attention relating to sig-
nificant deficiencies in the design or 
functioning of the control structure 
that in our judgment could adversely 
affect the organization's ability to 
record, process, summarize, and 
report financial data consistent with 
the assertions of management in the 
financial s ta tements . These may 
involve aspects of (a) the control envi-
ronment, (b) the accounting system, or 
(c) specific control procedures. 
[Include paragraph to describe the 
reportable conditions noted.) 
This report is intended solely for the 
information and use of the audit com-
mittee (board of directors, board of 
trustees, or owners in owner-managed 
enterprises), management, and others 
in the organization. 
12. If the auditor has observed 
no matters considered to be report-
able cond i t ions as def ined , and 
wishes to communicate that fact, the 
communication should include the 
definition of reportable conditions. 
Any such communication should also 
indicate only that no reportable con-
ditions were observed and should not 
represent that there are no report-
able conditions. 
13. In a communication that con-
tains bo th observa t ions that are 
deemed by the auditor to be report-
able conditions, as defined, and other 
comments, it may be appropriate to 
indicate which comments are in each 
category. 
f4. The following are examples 
of paragraphs that may be used to 
communicate in the indicated set of 
circumstances: 
a. No reportable conditions were 
observed and no representation is 
made that none were observed, 
but other comments are being fur-
nished for the benefit of manage-
ment , the audit committee, or 
both. 
In connection with our audit of the 
financial statements of the ABC 
Corporation for the year ended 
December 31, 19XX, certain mat-
ters came to our attention. This 
report contains for your consider-
ation our comments and recom-
m e n d a t i o n s r e g a r d i n g such 
matters. 
[The definition of reportable con-
ditions need not be included so 
long as there were none observed 
and there is no reference to the 
term.} 
[Include the final paragraph in the 
report illustrated in paragraph 11.] 
b. No reportable conditions were 
observed but other comments are 
being made and a representation 
is being made that no reportable 
conditions were observed. 
[Same first two sentences as 
explained in a.] Under standards 
established by the American Insti-
tute of Certified Public Account-
ants we are required to communi-
cate matters to you involving the 
control structure and its function-
ing that we consider to be report-
able condi t ions . Repor tab le 
conditions are matters coming to 
our attention relating to significant 
deficiencies in the design or func-
tioning of the control structure that 
in our judgment could adversely 
affect the organizations ability to 
record, process, summarize, and 
report financial data consistent 
with the assertions of management 
in the financial statements. 
These may involve aspects of (a) 
the control environment, (b) the 
accounting system, or (c) specific 
control procedures. 
None of the matters observed by us 
and communicated in this report 
are deemed to be reportable condi-
tions. 
[Include the final paragraph in the 
report illustrated in paragraph 11.] 
c. Representation is being made that 
no repor tab le conditions were 
noted and no other comments are 
being furnished. 
This report is to advise you that in 
connection with our audit of the 
financial statements of the ABC 
Corporation for the year ended 
December 31, 19XX, we noted no 
matters relating to the control 
structure or its functioning that we 
consider to be reportable condi-
tions under the standards estab-
lished by the American Institute of 
Certified Public Accountants. 
Reportable conditions are matters 
coming to our attention relating to 
significant deficiencies in the 
design or functioning of the control 
structure that in our judgment 
could adversely affect the organiza-
tion's ability to record, process, 
summarize, and report financial 
data consistent with the assertions 
of management in the financial 
statements. These may involve 
aspects of (a) the control environ-
ment, (b) the accounting system, 
or (c) specific control procedures. 
[Include the final paragraph in the 
report illustrated in paragraph 11.] 
15. Because timely communica-
tion of the significant matters noted is 
important, the auditor may choose to 
communicate during the course of 
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the audit rather than after the audit is 
concluded and the report on financial 
statements has been issued. The 
decision on whether an interim com-
munication should be issued would 
be influenced by the relative signifi-
cance of the matters noted and the 
urgency of corrective follow-up 
action. 
16. The provisions in this State-
ment should not be viewed as pre-
cluding an auditor from communicat-
ing to a client a variety of observa-
tions and suggestions regarding its 
activities that go beyond control-
structure matters. Such matters may 
deal with operational or administra-
tive efficiencies, business strategies, 
and other items of perceived benefit 
to the client. 
APPENDIX 
EXAMPLES OF POSSIBLE REPORTABLE CONDITIONS 
1. As indicated in paragraph 2 of 
this Statement, reportable conditions 
involve matters coming to the audi-
tors attention relating to significant 
deficiencies in the design or function-
ing of the control structure that in the 
auditor's judgment, either individu-
ally or in the aggregate, could 
adversely affect the organization's 
ability to record, process, summa-
rize, and report financial data consis-
tent with the assertions of manage-
ment in the financial statements. 
2. The following are examples of 
matters that may be reportable con-
ditions. They are grouped by catego-
ries of conditions and within catego-
ries by specific examples of condi-
tions. Certain of the matters may also 
require communications under the 
provisions of other statements on 
auditing standards. 
Deficiencies in control-structure 
design: 
• Inadequate overall control-struc-
ture design 
• Absence of appropriate segrega-
tion of duties consistent with 
appropriate control objectives 
• Absence of appropriate reviews 
and approvals of transactions, 
accounting entries, or systems out-
put 
• Inadequate procedures for appro-
priately assessing and applying 
accounting principles 
• Absence of other control tech-
niques considered appropriate for 
the type and level of transaction 
activity 
• Evidence that a system fails to pro-
vide complete and accurate output 
consistent with objectives and cur-
rent needs because of design flaws 
Failures in the functioning of the con-
trol structure: 
• Evidence of failure of identified 
controls in preventing or detecting 
misstatements of accounting infor-
mation 
• Evidence that a system fails to pro-
vide complete and accurate output 
consistent with the entity's control 
objectives because of the misappli-
cation of control procedures 
Performance failures: 
• Evidence of intentional override of 
the control system by those in 
authority to the detriment of the 
overall objectives of the system 
• Evidence of failure to perform 
tasks that are part of the control 
structure, such as reconciliations 
not prepared or not timely pre-
pared 
• Evidence of willful wrongdoing by 
employees or management 
• Evidence of manipulation, falsifi-
cation, or alteration of accounting 
records or supporting documents 
• Evidence of intentional misappli-
cation of accounting principles 
• Evidence of misrepresentation by 
client personnel to the auditor 
• Evidence that employees or man-
agement lack the qualifications and 
training to fulfill their assigned 
functions 
Other audit findings indicative of 
control-related deficiencies: 
• Absence of a sufficient level of con-
trol consciousness within the orga-
nization 
• Failure to follow up and correct 
previously identified control-
structure deficiencies 
• Evidence of significant or exten-
sive undisclosed related party 
transactions 
• Evidence of undue bias or lack of 
objectivity by those responsible for 
accounting decisions 
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